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Non-Par Value Stock from an Accounting Point of View

T

H E original purpose back of the law
providing for issue of stock without
par value seems to have been to remove
any expression or impression of a fixed
value attaching to such shares; this for
such benefit or effect as it might have in
the affairs of corporations and their relations with those who contribute capital
to corporate enterprises.
A note of paternalism is sounded by
some writers who, in attempting to explain the reasons for the law, credit the
law-makers with a desire to protect the
investor who buys a share of stock at a
fixed price of $100 and looks upon the
disbursement as a loan to a corporation
which amount he expects to be able to
recover whenever he so desires.
Whether or not this somewhat laudable
motive was in the mind of the law-framer
may never be known, but the effect of the
law is to stamp the transaction as a proprietary venture and so far as it concerns
the investor to put him on notice to inquire
as to the value of his share.

The law has a distinct advantage for
directors who desire to be honest and
straightforward since it relieves them of
the necessity of becoming parties to a
fiction which has often been misleading.
This fiction has in the past been particularly true in cases involving patents,
copyrights, good-will, contracts, mines,
etc., where there is usually more or less
difficulty in fixing the value of such
acquisitions.
Under a law providing for common
stock without par value, the situation and
procedure appear immediately to be much
simplified. The common shareholder, regardless of what he may have paid for
his stock, becomes entitled to such proportion of the net assets, after deducting the
value of any preferred shares outstanding,
as the number of his shares bears to the
total number of common shares outstanding. The aggregate value, or the
equity of the common shareholders, is
determined by the excess of assets over
liabilities and preferred shares. The value
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per share obviously is determined by dividing the number of common shares outstanding into such excess.
As profits are derived from operation,
or assets otherwise increase in value, without increase in liabilities or preferred
capital, so, subject to distribution of dividends to either preferred or common shareholders, the equity and corresponding
value of the common shares increase.
When losses are sustained, there are shrinkages of asset values, or increases in liabilities without corresponding increases in
assets, the value of the common shares
diminishes.
The prospective purchaser of common
shares is, therefore, charged with investigation and his attention is naturally directed to the balance sheet which is
presumed to supply the information necessary to enable him to ascertain the value
of the shares. While it may be true that
the market price of the shares is indicative
of their value, this obviously may not be
taken as a true index thereof since there
are many outside influences bearing on the
market quotations. For example, the net
asset value per share of United States
Rubber Company common stock, according to the published balance sheet of
December 31, 1920, was $166.70; yet on
the same date the common stock sold at
66 7/8. This asset value was after the
deduction of liberal reserves, including
dividends payable a month later, and
would undoubtedly have a strong bearing
on the consideration of the stock by a
prospective speculative investor, although
ignored by a purchaser who might desire
the stock for use as collateral.
The argument may be advanced that
it is frequently difficult to obtain balance
sheets sufficiently recent to be of practical
value in this respect and that brokers are
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not interested in supplying such statements
for the convenience of prospective purchasers. It nevertheless appears that if
the buyer of stocks is to exercise intelligent judgment in so doing, he will naturally
turn to the balance sheet as a means of
information regarding the asset value of
the stock. Increasing demand of such
character cannot but help, it seems, to
exert an influence on corporations which
will tend to make them bring out their
balance sheets more frequently than at
present. This should be especially true
of those which depend or pride themselves upon a wide distribution of stock
in the hands of the general public.
(To be continued)
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Non-par Value Stock from an Accounting Point of View
(Continued)

T

H E effect of non-par value common induce the purchase of preferred shares.
This resulted in a long and involved
stock laws upon the policies of directors
should be wholesome in many respects. series of entries setting up the assets
Because previous laws made shares of acquired and the stock outstanding at
stock which were issued for less than fictitious values; creating a treasury stock
their par value partially paid and there- account at an inflated value, with an offfore assessable for the difference, it was setting account, in order to keep the books
quite customary for companies acquiring in balance, designated by some such title
patents, copyrights, good-will, etc., to fix the as "Stock donation account." This was
value of such acquisitions at the par value followed by certain adjusting entries as
of the stock issued in exchange therefor. the stock was sold, writing off the discount
This, while entirely legal, provided the from the par value against the stock donadirectors declared that the value fixed was tion account and finally transferring the
in their judgment correct and there was no balance to a surplus account.
fraud involved, led to what amounted to
M u c h annoyance and controversy was
an admission, sometimes almost in the occasioned by this disposition of the balance
same breath, that the assets were not in the stock donation account. Some conworth what they were declared to be worth tended that it should be closed into a reby accepting from the recipients of the stricted surplus account and made a part
stock a donation of a large block thereof, of the invested capital. Others insisted, and
for the purpose of providing working with the support of court decisions, it must
capital. After going through such legal be admitted, that it should become a part
formality, the stock could be sold at any of the free surplus, thus being susceptible
price or if desired given away. In many to distribution as dividends. The former
instances it was given away as a bonus to disposition undoubtedly carried out the
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intention of the stock donors. The latter change for the asset and is the amount
just as surely defeated the purpose for which is credited to the common capital
which the donation was intended.
stock account. Should any of such comThe present non-par value laws, general- mon shares then be donated by the recipily speaking, make it possible for the ent thereof, no money entry is required; a
directors to act in a manner which is at memorandum entry in a treasury stock
once clean-cut and frank. Twenty-three account showing the number of shares,
states have passed laws providing for the without value attaching, being sufficient.
issue of common stock without par value. Upon the subsequent sale of any of this
Most of the laws provide that the stock stock, cash in the amount of the proceeds
may be issued for such consideration as is would be debited and the common capital
fixed by the directors acting under author- stock account credited. Thus are the
ity of the certificate of incorporation or facts recorded and the troublesome entries
power conferred upon them by the stock- in the stock donation account made unholders.
necessary. There is also avoided any
The Illinois law is an exception to this question of disposition of the balance in
rule in that non-par value stock may not the stock donation account as to whether
be issued for less than five dollars a share. it should be transferred to the free or the
In the Maine law there is apparently a restricted surplus. The value of the comconflict; one section authorizing the stock mon stock is represented by the value of
to be issued for such consideration as the the patents or other intangible assets
certificate, etc., may provide; another acquired, plus the cash received.
section stipulating that the non-par stock
Several states, for example, New York,
must have a value of at least five dollars New Jersey, Pennsylvania, Massachusetts,
a share.
and Illinois, among others, have compliThe New York law previously placed a cated the situation with regard to stock
minimum limitation of five dollars per without par value by providing that both
share on non-par stock, but in the latest preferred and common shares may be
amendment, effective M a y 11, 1921, an issued.
Some states also authorize a
alternative proviso is included so that by division of the common stock into two or
making the necessary statement in the more classes. The purpose of the latter
certificate of incorporation, the limitation provision seems solely to differentiate
as to the value of the non-par stock is stockholders as to voting power.
removed and the stock may be issued for
Where there are both preferred and
such consideration as may be fixed by the common shares without par value, the
directors.
former may carry a preference either as
Under the present laws, except in those to dividends or assets, or both. Where
states where a minimum value is required preferred as to assets, the amount of such
to be placed on the non-par stock, the preference must be expressed in the certiissue of such stock for patents, trademarks, ficate and presumably may not be greater
and like acquisitions is much simplified and than the amount paid in for the preferred
the facts are clearly reflected in the ac- stock.
Under the New Jersey law, the total
counting. The true value, or at least the
value which represents the best judgment number of preferred shares both with and
of the directors is assigned to the asset without par value issued and outstanding
acquired. This amount represents the may never exceed two-thirds of the entire
value of the common stock issued in ex- number of shares of all classes issued and
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outstanding. A n y preferred stock without par value may be redeemed after three
years from date of issue at the price which
the corporation received for the stock
when issued.
A share of preferred stock without par
value is represented by a certificate setting
forth that the party whose name appears
thereon has contributed a certain amount
expressed therein to the capital fund of
the corporation issuing the certificate and
is entitled to the return of the sum specified
before any capital funds are returned to
common shareholders.
The only advantage of preferred stock
without par value seems to be that of
making it possible to sell such stock at
any price upon which the directors may
agree and still have such stock full-paid
and non-assessable.
The provision has the disadvantage of
raising certain questions i n the mind of
anyone familiar with the theory underlying common stock without par value
as to the rights of the respective classes
of shareholders, and lays the foundation
for involved controversy, i f not litigation.
For example, granting that i n
liquidation the rights of the preferred
shareholders rank ahead of those of the
common shareholders, what would be
the preferences, as among them, of preferred shareholders who had purchased
shares at $60, $70, and $80 respectively?
The certificate of the common shareholder differs in substance in that it entitles
him upon distribution, and regardless of
what he may have paid for his stock, to
an aliquot part, according to the number
of shares outstanding at such time, of the
net assets over and above all debts and
stock preferences.
While the common shares may have
been sold at various prices, the respective
holders are all placed on the same footing
in the matter of distribution of assets.
Thus is the apportionment to them made
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easy whereas the distribution to preferred
shareholders, where stock has been sold at
different prices, would appear to be attended with considerable difficulty. The
provision for non-par value preferred
stock is so comparatively recent that
actual cases have, so far as is known, yet
to be settled. The possibilities of difficulty
in fixing the order and amount of payment
to such shareholders, however, are easy
to foresee.
(To be continued)
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Non-Par Value Stock from an Accounting Point of View
(Continued)
A N O T H E R interesting point involved in
the question of stock without par value
is the stated capital. In this connection,
it is perhaps pertinent to consider the purpose of the provision in the law such as
has been made in the case of Maine, and as
an alternative provision in New York.
Stated capital does not mean the capital
with which the corporation will begin
business, such as $500 or $1,000, but the
capital with which the corporation will
carry on business. The Maine law, for
example, requires that the certificate of
incorporation shall state—"the amount of
capital with which the corporation will
carry on business, which amount shall not
be less than the amount of the preferred
stock, if any, authorized to be issued with
a preference as to principal, and in addition thereto a sum equivalent to five
dollars, or to some multiple of five dollars,
for every share authorized to be issued
other than the preferred stock; but in no
event shall the amount of such capital be
less than one thousand dollars."
The provision of the New York law is
substantially the same except that instead
of stock "authorized" the law reads "stock
issued and outstanding"; there is no minimum limitation as to the amount; and the
original amount may be increased by "such
additional amount as from time to time
may by resolution of the board of directors
of the corporation be transferred thereto."
The Maine law in respect to stated
capital appears to present certain difficulties in that stock authorized may be
very different in amount from stock issued
and outstanding, and it would be impossible as a practical matter to carry on business with capital representing stock until
such stock has been sold and the capital
realized.
The purpose underlying the require-

ment as to stated capital is apparently
two-fold; first, to distinguish from paid
in, or contributed capital, that derived
from operations; second, to disclose to
those from whom the corporation may
seek credit, the fact that there is a margin
over and above the liabilities, which is
not subject to distribution as dividends,
and upon which reliance may be placed
for safety in granting credit.
Without the requirement of stated capital, the division between contributed and
earned capital is lost as soon as any accretions are derived from operations. Where
non-par common shares are involved any
surplus automatically disappears through
merger with the common capital since the
common shareholders become entitled to
whatever excess there may be of net assets
over any preferences. Unless some legal
provision is made for setting apart the
contributed capital, the matter of distinguishing it from the earned surplus
is apparently left to the pleasure of the
directors or the accounting officials.
Good accounting naturally dictates that
the surplus resulting from operations shall
be kept and shown as an account and
item separate from the contributed capital,
but unless the law specifies that the capital
with which the corporation will carry on
business shall be stated, there appears to
be no means of imposing this separation.
Merging the surplus from operations
with contributed capital is dangerous in
at least two respects. Capital contributed
may be impaired, and the impairment
concealed as to the balance sheet, when a
deficit from operations exceeds the previous accumulation of surplus. Dividends
may unwittingly be paid out of capital
where the amount of the dividend declared
exceeds the accumulation of surplus. The
first is misleading; the second, illegal.
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Where the question of a change in the
form of stock incident to reorganization
enters into the situation, some modification
of the above views may be indicated. A n d
the decision depends largely upon the
meaning of reorganization. Where reorganization means merely a change in the
form of capital stock from that with a par
value to that without par value, there
appears to be no reason for combining the
surplus with the capital unless such procedure is made necessary by the statement
of capital.
If a corporation with a capital of $100,000 represented by capital stock with par
value and with a surplus of $150,000 were
to change to capital stock without par
value and announce that henceforth the
corporation would carry on business with a
stated capital of $200,000, it would seem
only logical that $100,000 should be transferred from surplus to capital. But as
long as the stated capital is not in excess
of $100,000, the transfer of the surplus, or
the combination of capital and surplus,
seems an unnecessary step which only
works a disadvantage in tying up the
surplus.
If, however, reorganization means the
creation of a new legal entity, there is some
question regarding the propriety of not
merging the surplus and capital of the
predecessor corporation and having the
combined amount appear as capital on the
books of the successor corporation. The
contention is frequently made, and with
some basis of logic, that newly organized
corporations, except certain classes where
surplus has been paid in, can have no
surplus prior to operations. It is also contended, following out this line of argument,
that a corporation may not purchase surplus. In the case of merger, the surplus
of the two corporations may be combined
after all the capital stock of one corporation has been acquired by the other, but
when purchasing or acquiring the stock
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the acquiring corporation is in reality
acquiring the net assets. A n d it is contended by those who hold this view that the
net assets are not divisible into the equities
of capital and surplus
It is doubtful if
such contention could be maintained, however, in one case where one corporation
purchased the capital stock of another
corporation, and the balance sheet of the
latter showing a surplus was incorporated
in and made a part of the contract of sale.
It is probably more conservative and
better accounting generally, where a new
corporation having common capital stock
without par value takes over a predecessor
corporation having capital stock with par
value, to take the position that the net
assets have been acquired and set up the
capital of the new corporation in an
amount equal to the value of the net assets,
ignoring any question of surplus.
(To be Continued)
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Non-par Value Stock from an Accounting Point of View
(Continued)
THE

act of changing from stock with
par value to stock without par value
raises a question with regard to the treatment of surplus. The treatment in turn
depends upon the procedure by which the

change is accomplished. One method of
procedure consists merely in changing the
form of stock. The other method consists
in organizing a new corporation and introducing the new form of stock. It is not the
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intention to discuss here the relative advantages and disadvantages of the two
methods; rather the effect of the respective
methods on the surplus. Both methods
are somewhat carelessly referred to as reorganization. The word is a misnomer in
the first instance, wherein no reorganization
takes place. The only thing which happens in that case is a change in the form of
capital stock. Reorganization may be said
to take place where a new corporation is
organized to succeed a former corporation.
As illustrating a case wherein the capital
stock is changed in form, assume that at a
given date the Burrington Company (a
New Y o r k corporation) had assets of $500,000, liabilities of $100,000, capital stock
of $250,000 (2,500 shares of $100 each)
and earned surplus of $150,000. It is then
decided to change the form of stock from
that with par value to that without par
value.
The, fact is obvious that no changes have
occurred in the assets, the liabilities, the
capital, or the surplus. The only possibility is that the situation may have been
affected by the amended certificate of i n corporation which would have to be filed.
This document is referred to in the New
Y o r k law as the "certificate of reorganization" although paragraph 24d following
states that such proceedings shall not be
"deemed to work a dissolution, or to create a new corporation or to interrupt in
any way the continuity of existence of the
corporation affected."
Irrespective of this misnomer the requirement of the statute imposes upon the
corporation a necessity for showing in the
certificate of reorganization the amount of
capital with which the corporation will
carry on business. This is known as the
stated capital. The New Y o r k law with
respect to this matter makes alternative
provisions. The stated capital may be
either an amount not less than five dollars
a share for each share of stock without par
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value or the aggregate of the amounts received for the stock. Where the corporation has also an issue of stock with par
value, such as preferred, the par value of
such shares, issued and outstanding, must
be included in the stated capital. The
amount of stated capital may by resolution
of the directors be increased but no provision seems to be made that it may be
decreased.
Thus it appears in the case under consideration that it would lie within the power
of the directors to fix the stated capital
at almost any figure not in excess of
$400,000. If the maximum amount were
taken it would require that the surplus be
transferred to the capital account and
would no longer be available for dividends.
A n y dividend declared under such circumstances before further profits were earned
obviously would be declared out of capital
in violation of section 20, paragraph 2, of
the N e w Y o r k Stock Corporation Law, as
follows:
" N o corporation shall declare any dividend which shall reduce the amount of its
capital below the amount stated in the
certificate as the amount of capital with
which the corporation shall carry on
business."
W i t h such a barrier it would seem foolhardy for a corporation to take steps
whereby it would be prevented from falling back on the surplus should occasion
arise. The corporation is not required to
close out its surplus to the capital account.
There is nothing in the law which requires
that the amount of capital shall be greater
than it was before the change i n the form
of capital stock took place. Suggestions
to designate the surplus as capital or special
surplus seem inappropriate. There is apparently no reason why the surplus should
not be left free and distributable if desired
so long as distributions do not encroach
on the stated capital.
Where reorganization means effecting a
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new corporation, at the same time changing the form of capital stock, the situation
appears to be entirely different. The
opinion of many accountants is that there
is no question of surplus involved. A
newly organized corporation ordinarily has
no surplus. There is a case on record in
which the balance sheet of a predecessor
corporation was copied into and made a
part of the contract of sale. A n d it is
probable in this case that through the force
of circumstances surrounding it, the successor corporation did acquire the surplus
shown by the balance sheet. This, however, is a most unusual case.
Ordinarily a successor corporation acquires the net assets of the predecessor
corporation. The value of the net assets
automatically fixes the amount of capital
of the successor corporation. The capital
value per share is determined by dividing
the number of shares without par value
into the amount of capital.
It is possible, of course, under the N e w
York law, for the stated capital to be fixed
at an amount less than the value of the
net assets acquired. I f the stated capital
were to be so fixed the difference between
the net asset value and stated capital nat-
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urally would have to be designated as
surplus. This in fact would be capital
surplus or surplus arbitrarily taken from
the capital. It does not seem feasible to
trace it back to its origin in the predecessor company and determine whether it
was derived from earnings or capital. B y
reason of the philosophy which regards the
net asset value of the old corporation as
the capital of the new corporation, it must
be considered as capital.
Under such circumstances there appears
to be little doubt that the surplus should
be properly ear-marked as capital surplus
and not made available for dividends.
The courts possibly would not uphold such
position, yet good accounting practice demands such procedure. There is apparently no reason for setting up such a surplus account except to make the capital
account coincide with the amount of stated
capital set forth in the certificate. There
is apparently nothing gained by so doing.
It would probably be better to leave the
whole amount representing the net asset
value in the capital account, even though
a balance sheet would show capital in excess of that stated in the certificate.
(To be continued)
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Non-Par Value Stock from an Accounting Point of View
(Continued)

E

X P E R I E N C E in dealing with questions relating to stock without par
value demonstrates the necessity of ascertaining the state in which the corporation
is chartered and consulting the law of
such state before attempting to give an
answer to any question. Procedure which
is entirely proper and legal in one state
may be just the reverse in another. What
may seem possible under one section
of a given law may be proscribed by
another.
A corporation organized under the laws
of the state of Delaware and having only
common stock without par value sold all
of its stock except that issued for property
at $20 a share, less certain commissions
to the syndicate managers. Because the
certificate of incorporation stipulated that
no stock should be sold at less than $10
a share, the official in charge of the accounting caused $10 per share to be
credited to the common capital account
while the balance was credited to a capital
surplus account.
The question which arose in this case at
a later date was whether or not the corporation might pay a dividend out of the
capital surplus, or out of the earned sur-

plus to which the capital surplus had first
been transferred.
A t first glance it might appear entirely
possible, without coming into conflict
with the law, to use any surplus for purposes of dividends. The Delaware law
places no restriction on the amount of
capital. There is no statement required
as to the amount of capital with which the
corporation will carry on business. The
Delaware law is extremely liberal as to
corporations having shares without par
value. About the only restriction imposed is that the corporation may not
commence business with less than ten
shares.
But the law does say that "the directors
. . . shall have power after reserving
over and above its capital stock paid in,
such sum, if any, as shall have been fixed
by the stockholders, to declare a dividend
among its stockholders of the whole of its
accumulated profits, in excess of the
amount, so reserved, and pay the same
to such stockholders on demand; provided,
that the corporation may, in its certificate
of incorporation, or in its by-laws, give the
directors power to fix the amount to be
reserved."
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The law further states that " N o corporation created under the provisions of
this chapter, nor the directors thereof,
shall make dividends except from surplus
or net profits. Dividends may be paid in
cash or capital stock at par, or in the case
of stock without par value, dividends in
capital stock may be paid at a price fixed
by the board of directors, but otherwise
the corporation shall not divide, or in any
way pay to the stockholders, or any of
them, any part of its capital stock."
While the courts seem to have been
liberal in defining surplus profits it is
doubtful if i n the instance above mentioned, any court would have construed
any part of the money paid i n for capital
stock as surplus. In the case of Williams
vs. Western Union Telegraph Company
(93 N . Y . , 162) the court defined surplus
as being the excess of assets over liabilities
and capital. But it seems doubtful if any
court would regard the money received in
exchange for capital stock as anything
but capital.
The surplus created in the Delaware
case was different from that which might
arise from revaluation of assets. It was
different from that which might be created
where stock with par value is involved and
the stock is sold at a premium. It appears
that the action was nothing more than an
arbitrary division of the capital resulting
from the sale of stock into two parts, one
called capital, the other, surplus. It would
therefore appear that a payment of dividends out of such surplus would be illegal.
(To be continued)
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Non-Par Value Stock from an Accounting Point of View
(Concluded)

presenting complicated probGASES
lems under the laws governing the

represent, as usual. There is no reference
to the amount for which they were exissue of stock without par value are al- changed when issued. How the purchaser
ready arising with some frequency. The of shares from any holder other than the
prospect for interesting litigation growing issuing company can tell whether he is
out of such cases is excellent. The law- buying something worth ninety-five dollars
makers, in endeavoring to remove existing orfifteencents, is a problem. How a quoopportunities for abuse, presumably tation is to be established is equally bafthought to take a forward step when they fling. The company may know how much
introduced thefirstlaw bearing on common was received from the sales of such stock,
stock without par value. They added im- but how is the subsequent purchaser to demeasurable opportunity for involvement, termine unless the paid-in value or the reprobably unwittingly, when they went a demption value is endorsed on the stock
step further and made similar provision for certificates? And how is the transfer to be
preferred stock.
accomplished except the paid-in value or
Preferred stock without par value is al- redeemable value is endorsed on the stock
ready on the market. The certificates, in certificates? How, when shares of prethe case of one corporation, are numbered ferred stock are issued originally at differand show the number of shares which they ent rates and afterward merged into a block
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covered by one certificate later to be sub- amount received for the stock would be
divided, is the recipient of part of the credited to a preferred capital account,
shares to know what is the value of his with an amount equal to the difference beequity, unless the certificates carry values? tween the value received and the redeemIt is to be presumed that any corpora- able value taken out of surplus, or out of
tion issuing shares of preferred stock with- common shareholders' equity, and set up
out par value at different rates will either as a credit to preferred shareholders' reidentify the various issues by serial letters, demption account or one bearing a similar
ear-mark the stock by endorsing upon it the descriptive title.
amount received in exchange therefor, or
The point of difficulty comes where the
place upon it a redeemable value.
rights of the respective equities cross one
One company has already issued pre- another. If the redeemable value is placed
ferred stock without par value, placed a upon the preferred stock with the sanction
value upon it of one hundred dollars per of the common shareholders, there appears
share, and agreed to redeem it at that fig- to be no point at issue. If the action is
ure. The question which naturally arises taken by the directors without ratification
is, "Wherein then lies the advantage of by the common shareholders, there might
having preferred stock without par value?" be grave danger not only of conflict beThe answer probably is that such stock tween the two equities, but legal action by
may be issued at any price which may the common shareholders for the protection
please the company, without rendering the of their equity. There is also a counterholders liable for assessment as would be question, in the absence of ratification, as
the case were preferred stock with par to what extent dividends may be paid to
value to be issued at some lower figure.common shareholders without first proIn this case it seems apparent that the viding the redemptional margin for the full
company recognized the necessity which protection of preferred shareholders out of
in New York the statutes impose, of fixingsurplus. These points obviously should
a redeemable value for the preferred stock not be overlooked by the accountant in
in order to establish the equity of the pre- undertaking to set up the proper accounts
ferred shareholders. The New York law or to reflect through afinancialstatement
provides that "The certificates for pre- the relations between the corporation and
ferred shares shall state the amount, if any, the shareholders.
which the holders of each of such preferred Another company, having declared in
shares shall be entitled to receive on ac- advance a dividend on preferred stock paycount of principal from the assets of the able in quarterly installments over the encorporation in preference to the holders of suing year, presents a question as to the disother shares. . . . "
position of the dividend charge, in the
But assume that the company later needs event that the profits for the corresponding
more capital; common stock is not suffi- year do not equal or exceed the amount of
ciently attractive to find ready sale, and the dividend. There being in this case no
even preferred stock redeemable at one surplus, separate and distinct from the
hundred will not bring more than eighty- common shareholders' equity, it is clear
five. How shall stock sold at less than the that any deficiency in profits necessary to
redeemable value be treated? The mere meet the charge for the preferred dividend
bookkeeping entries, assuming there is no could be charged only against the common
question as to the redeemable value, ap- shareholders' equity. Again there arises a
pear simple enough, since presumably the question as to the right of the directors to
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take action without their consent which special surplus is legally different in charwould reduce the equity of the common acter for dividend purposes.
shareholders. The conflict here is between 6. Declare cash dividends out of surplus
the directors and the common shareholders, from operations and apply charges for such
rather than between the corporation and declarations against such surplus until the
the state, since the stated capital is suffi- latter has been exhausted. Dividends,
ciently under the combined preferred capi- presumably, may be declared out of any
tal stock and common shareholders' equity surplus, but may not encroach upon stated
so that the statute governing the payment capital. Paid-in capital and stated capital
of dividends in reduction of capital would are not necessarily synonymous, and it is
not be violated.
probable that in cases where the paid-in
capital
exceeds the stated capital, the exThe problems surrounding capital stock
cess
may
in some states be used for diviwithout par value are too varied to permit
dends.
In
certain states, however, the
of general rules for their solution. It
statutes
are
specific
in prohibiting such use.
would therefore be ill-advised in closing
7.
The
wisdom
of
setting up a specific
this series of articles to attempt the formuredemption
account
for
the difference belation of rules to govern the accounting related thereto. On the other hand, it may tween the paid-in capital and the redeembe found helpful if a few classified thoughts, able values in the case of preferred stock
without par value is in question. At least
in summary form, are set down, to wit:
1. Ascertain the state in which the cor- a notation as to the redeemable value
poration is chartered and consult the laws should be made at the head of both prethereof bearing on shares of stock without ferred and common accounts showing the
par value, particularly as to provisions of paid-in values.
As to the balance sheet, there are several
issue and dividends.
moot
questions. The most notable one,
2. Determine amount of stated capital, probably,
is that which concerns the manif any, and take into consideration the ner in which
the excess of assets over liasignificance thereof.
bilities and preferred capital, if any, shall
3. Credit amounts received or values be shown. Other questions have to do
arising from sales or issues of stock to an with the manner of showing the preferred
account entitled "Paid-in Capital," differ- shareholders' equity where there are preentiating in case there is both preferred and ferred shares without par, but with a
common stock.
redeemable, value.
4. Credit net profits or charge net losses
Thefirstthought which usually arises in
to surplus account. The idea that a cor- the mind with regard to the balance sheet
poration having stock without par value is that the excess of assets over liabilities
has no need for a surplus account is erron- and preferred capital, if any, belongs to the
eous.
common shareholders and represents their
5. Credit appreciation of property, when equity in the assets. On this ground it is
based on sound values, to special surplus frequently contended that there is no reaaccount. This suggestion is based purely son for showing the excess in question exon the theory of classification and a desire cept in one sum described as common
to maintain the regular surplus account as shareholders' equity. But objection to this
a summary of operating results unaffected arises from the fact that such procedure
by credits arising through revaluation, or indicates in no way the derivation of the
other adjustments, and not because the equity amount and may obscure material
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information bearing on the status and ad- somewhat arbitrary. Such procedure
ministrative policy of the company, or in might indicate a positiveness with regard
fact conceal capital transactions in which to the legal relations between the common
the reader of the balance sheet is properly and the preferred shareholders not justified
by the facts nor within the province of the
interested.
Showing the equity in one sum prevents accountant. If, however, the two groups
the disclosure of (a) how much common of shareholders are agreed as to the rights of
capital was paid in; (b) how much repre- the preferred group, the legal obstacle is
sents accumulation of net earnings; (c) removed and there remains the question as
whether or not there have been encroach- to the method which will best express the
ments on paid-in capital through dividends situation. On this, opinion may be divided.
or losses; (d) whether or not any of the There can be no question of definiteness if
equity is represented by appreciation of the amount involved is set up as a redempassets; (e) whether or not any cash or stocktion reserve. On the other hand the same
dividends have been declared or paid dur- result would seem to be accomplished by
ing the period ended at the date of the making use of parenthetical descriptions.
balance sheet.
An explanatory caption in connection
All of the above information is essential with the preferred stock might answer the
to proper consideration of the company's purpose as to that stock. It might fail in
condition by shareholders, by bankers, or its purpose if the reader of the balance
by any other interested parties, and, if sheet were considering the common stock
shown, tends to promote confidence rather and failed to notice the qualification atthan excite suspicion, even though the taching to the preferred. It appears, thereshowing may not be as favorable as might fore, that the procedure most satisfactory
be desired.
to all concerned will be found in qualifying
As a concession to the wishes of clients both captions, somewhat as follows:
the public accountant mayfindit necessary Preferred stock (50,000 shares without par value, redeemable at
to condense thefiguresrepresenting the
$100 each, and requiring in the
phases of common proprietorship above
of redemption a payment
mentioned, even to the extent of showing event
of $750,000 in addition to the
the common shareholders' equity in one
value shown herewith)
$4,250,000
amount. He should hold, however, for C o m m o n shareholders' equity
the distinction on the balance sheet be(subject to charge of $750,000
for redemption of preferred
tween capital and surplus. If this is not
acceptable, he should insist that the assets stock)
shares withand liabilities as well as the preferred capi- 100,000
out par value:
tal be so described as to bring out any imPaid-in capital. . . $6,250,000
portant facts having a bearing on the valSurplus
1,750,000 $8,000,000
ues upon which the common shareholders'
It appears important on account of the
equity is based.
variation in laws of different states that
The question, in the case of preferred any balance sheet involving shares of stock
shares, of how the excess of redeemable without par value should show the state
value over paid-in value should be shown isin which the corporation was organized.
somewhat perplexing. To take the excess It is also important that in any case where
out of surplus or out of common share- the laws of the state make a provision for
holders' equity and set it up as a credit in stated capital the amount thereof should
favor of preferred shareholders, is perhaps be shown on the balance sheet.
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